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Section 121 Exclusion and Like-Kind Exchange 
on Same Property? 
-by Neil E. Harl* 
It has been possible to claim the I.R.C. § 121 exclusion ($250,000 on a separate 
return, $500,000 on a joint return)1 in conjunction with the involuntary conversion 
provision2. But authority has been lacking for using an I.R.C. § 121 exclusion along 
with like-kind exchange treatment.3 In late January, 2005, the Internal Revenue Service 
published guidance for doing precisely that – coupling the Section 121 exclusion with 
like-kind exchange procedures.4 The guidance is effective January 27, 2005 but 
taxpayers may apply the rules in taxable years for which the period of limitation has 
not expired.5 
Requirements for the § 121 exclusion 
The new procedure specifies that the rules already in place for the two provisions 
must be met. There is no change in the statutory framework for either the exclusion or 
the like-kind exchange requirements. 
For the exclusion under I.R.C. § 121, it is necessary for a taxpayer to have owned 
the residence and occupied it as the principal residence for at least two of the last five 
years prior to the sale or exchange.6 It is important to note that an owner’s period of 
ownership of a residence includes the period during which the taxpayer’s deceased 
spouse owned the residence.7 For transfers of residences incident to a divorce, the time 
the taxpayer’s spouse or former spouse owned the residence is added to the taxpayer’s 
own period of ownership.8 Moreover, a taxpayer owning a residence is considered to 
have used it as a principal residence while the spouse or former spouse is given use of 
the residence under the terms of the separation or divorce.9 
However, one way or another, the taxpayer must establish ownership and occupancy 
for two or more of the last five years before the sale or exchange. 
Requirements for like-kind exchanges 
The basic requirement for a like-kind exchange is that the property involved must 
be held for productive use in a trade or business or for investment and must be exchanged 
for like-kind property which is to be held for productive use in a trade or business or for 
investment.10 Although there have been numerous rulings and cases on what is like-
kind,11 real property qualifies as like-kind to other real property regardless of 
dissimilarities.12 
* Charles F. Curtiss Distinguished Professor in Agriculture and Emeritus Professor of Economics, 
Iowa State University; member of the Iowa Bar. 
Agricultural Law Digest is published by the Agricultural Law Press, P.O. Box 50703, Eugene, OR 97405 (ph 541-302-1958), bimonthly except June and December. 
Annual subscription $110 ($90 by e-mail).  Copyright 2005 by Robert P. Achenbach, Jr. and Neil E. Harl.  No part of this newsletter may be reproduced or transmitted 
in any form or by any means, electronic or mechanical, including photocopying, recording or by any information storage or retrieval system, without prior permission 
in writing from the publisher.  http://www.agrilawpress.com  Printed on recycled paper. 
17 
18 Agricultural Law Digest 
Note that the like-kind exchange requirements must be met 
at the time of the exchange.13 There is no requirement for the 
property to have been held for productive use in a trade or 
business or for investment for a specified period prior to the 
exchange.14 
Example 
The newly issued authority, Rev. Proc. 2005-14,15 begins the 
analysis with the observation that neither I.R.C. § 121 nor I.R.C. 
§ 1031 addresses the application of both provisions to a single 
exchange of property.16 The newly issued authority notes, 
however, that Congress has provided rules for applying I.R.C. 
§ 121 with another nonrecognition provision, I.R.C. § 1033.17 
Under the involuntary conversion rules of I.R.C. § 1033, IRS 
points out that gain is recognized only to the extent the amount 
realized from the compulsory or involuntary conversion of 
property exceeds the cost of qualifying replacement property.18 
The basis of the replacement property is its cost reduced by the 
amount of gain not recognized.19 That is the basic approach 
followed for Section 121 exclusions and like-kind exchanges 
in the new ruling. 
To illustrate the application of the exclusion and like-kind 
rules, assume an unmarried individual, A, purchased a farm in 
1990 and built a new home costing $210,000. A used the 
residence as the principal residence from construction of the 
house in 1991 through the end of 2002. During 2003 and 2004, 
A rented the farm and the house to tenants and claimed 
depreciation deductions totally $20,000 on the house. In late 
2004, A exchanges the farm and the house for a townhouse 
complex in town. A separated the transaction into the house 
and the rest of the farm. The house portion was exchanged for 
$10,000 in cash and a townhouse with a fair market value of 
$460,000. A intends to rent the entire complex to tenants 
including the townhouse received in exchange for the 
farmhouse. A realizes gain of $280,000 on the exchange (the 
original basis of $210,000 minus depreciation of $20,000 equals 
$190,000; the $460,000 value of the property received plus the 
$10,000 of boot minus $190,000 equals $280,000). 
A’s exchange of the principal residence that A has rented 
for two years satisfies the I.R.C. § 121 requirement that the 
residence have been owned and occupied as the principal 
residence for at least two of the last five years before sale.20 
The exchange of a farm and house which had been rented to 
tenants for two years for a townhouse complex which A intends 
to rent to tenants indefinitely satisfies the requirements of I.R.C. 
§ 1031.21 
A can exclude $250,000 of the $280,000 of realized gain 
under I.R.C. § 121.22 A can  defer the remaining realized gain 
of $30,000 (including the $20,000 gain attributable to 
depreciation) under I.R.C. § 1031.23 
What about the $10,000 boot? A is not required to recognize 
the boot as gain because boot is taken into account under like-
kind exchange rules only to the extent the boot exceeds the 
amount of excluded gain with respect to the relinquished 
business property.24 
So what is A’s basis in the townhouse as replacement 
property for the farmhouse? A’s basis in the townhouse is 
$430,000, which is equal to the basis of the relinquished 
property ($190,000) increased by the gain excluded of 
$250,000 and reduced by the cash A receives ($10,000). 
In conclusion 
In many instances, particularly involving farm residences, 
the amount of the allowable exclusion will more than cover 
the gain involved. But in other situations, the new procedure 
may allow deferral of realized gain into replacement property. 
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